Significant progress has been made in recent years in the development of enterprise policy in the Western Balkans. Issues remain, however, in the support provided for innovative enterprises. In this paper we use data from the 2005 Business Environment and Enterprise Performance Survey to identify the determinants of innovation in locally-owned firms in the Western Balkans and compare these to the other CEEE countries and the CIS. Based on an econometric examination of the innovation production function in each area we observe marked differences in the determinants of innovation. First, in the Western Balkan countries (WBCs) R&D and higher-level skills have little impact on firms' innovation outputs, a result which contrasts strongly with results for the CEEE, CIS and other more developed economies. Second, we find no evidence of innovation benefits from urban locations in innovation in the WBCs or that public support is having any positive effect on innovation outcomes. Again, this experience is at odds with evidence from other regions. Third, innovation outputs in the WBCs are being negatively influenced by aspects of the business environment. These results suggest a need for an active and rather interventionist innovation policy in the WBCs to address these system failures. A range of policy options are developed.
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Alongside these developments in enterprise policy, recent studies also provide evidence of positive attitudes to enterprise in the more economically advanced WBCs.
Comparing public attitudes to enterprise in Croatia, Serbia and Macedonia to EU and US benchmarks suggests a positive picture with relatively high proportions of adults in the Western Balkans seeing opportunities for entrepreneurship and feeling that they These developments in enterprise policy and positive attitudes to enterprise in the
WBCs cannot be seen, however, in isolation from the broader economic and policy context. The most immediate concern is clearly the impact of the current global recession which led to a sharp collapse in GDP growth rates in 2009 across the WBCs accompanied by rapid increases in trade deficits and government borrowing (Gligorov 2009 ). Longer-term, however, if the WBCs are to correct their structural trade deficits, there is a need to develop more innovative industries which can increase productivity (Crepon et al. 1998 ) and compete internationally (Bleaney and Wakelin 2002) . In this paper we consider the challenges which the WBCs face in moving on from the 2003 to 2009 period of enterprise policy development to focus on innovation policy. As a recent study by Krammer (2009) Tables 1 and 2. innovation policy to improve corporate innovation capabilities as well as upgrading nations' innovation systems across the WBCs.
The remainder of the paper is organised as follows. In Section 2 we provide a conceptual overview of the rationale for public intervention to support corporate innovation (Asheim et al. 2007 ). This highlights the central role of firms' innovation capabilities in implementing innovation, and the potential for government intervention to support such developments. Sections 3 and 4 address our main empirical question investigating what currently determines innovation in the WBCs. Section 5 concludes and identifies some potential policy options developed from best practice elsewhere.
Public policy and innovation development
Innovation occurs where firms apply new or pre-existing knowledge to introduce new products, services or business models. This creates competitive advantage giving innovating firms the opportunity to earn higher profits, gain new sales and potentially enter new markets. At a fundamental level, the process of innovation or technological development can be seen as part of an evolutionary dynamic in which products, processes and services are steadily refined -and occasionally transformed -and through which firms upgrade their innovation capabilities through organisational learning (Nelson and Winter 1982) . Current thinking also emphasises the social and interactive nature of the innovation process reflecting the role of innovation partnerships and networks and the importance of inter-organisational knowledge flows (Chesborough 2003 (Chesborough , 2006 . This emphasises the importance of absorptive capacity, and firms' ability to identify and absorb external knowledge which can complement internal knowledge resources (Zahra and George 2002; Roper and Love 2006) . It also suggests the notion of an innovation system, i.e. 'that set of distinct institutions which jointly and individually contribute to the development and diffusion of new technologies and which provide the framework within which governments form and implement policies to influence the innovation process. As such it is a system of interconnected institutions to create, store and transfer the knowledge, skills and artefacts which define new technology' (Metcalfe 1997, pp 461-462) .
Innovation systems have been said to comprise three main elements (Autio, 1998) : the knowledge generation sub-system, the knowledge application and exploitation sub-system, and the linkages between these two sub-systems. The second key element of a national innovation system highlighted by Autio (1998) is the innovation capability of firms. Filatotchev (2003) , for example, argues that the experience of a command economy might leave firms poorly equipped to cope with the rigors of a market environment suggesting, in particular, that managers' expertise, flexibility and willingness to take risky decisions may be limited (Uhlenbruck, Meyer, and Hitt 2003) . Kriauciunas and Kale (2006) discuss essentially similar issues of 'socialist imprinting' in their study of firms in Lithuania and argue that privatisation may be one route through which firms may acquire additional innovation capabilities:
'Foreign Direct Investment (FDI) privatisations are likely to be associated with interfirm networks outside traditional networks, raising absorptive capacity' (Filatotchev et al. 2003, p. 341) . Jensen (2004) in a study of Polish food producers also emphasizes the more extensive international networks of externally-owned firms and the more localized networks of locally-owned firms. Other aspects of firms' resource base will also shape their innovation capabilities. In-house R&D, for example, has a direct role on knowledge creation and innovation {Crepon et al. 1998) and also a complementary role in strengthening firms' absorptive capacity (Griffith, Redding, and Van Reenan 2003) . Likewise, workforce skills can play an important role in both contributing to innovation capability (Freel 2005) and absorptive capacity (Roper and Love 2006 Weaknesses in any of these three aspects of an innovation system may generate system failure leading to under-performance in innovation (Woolthuis, Lankhuizen, and Gilsing 2005) . This suggests a role for public policy to 'address systemic failures To evaluate the way in which these different factors come together to influence the innovation capabilities of locally-owned firms in the WBCs we focus our empirical analysis on the notion of an innovation or knowledge production function (Griliches 1992; Love and Roper 1999) . This relates firms' innovation outputs to the different factors which might influence the innovation process both from within and outside the firm. For firm i this can be written as:
Where I i is an innovation output indicator, FC i is a set of firm-specific characteristics, LM i is a set of location and market indictors, PS i indicates public support, OD i are operating difficulties identified by the firm and ε i is a random error term. To date the main use of the BEEPS data has been to profile aspects of the business environment in each country and to examine the impact of criminal activity and corruption on business development. Krkoska and Robeck (2006) , for example, demonstrate the deterrent impact of crime on FDI inflows and job creation. The BEEPS survey, however, also includes variables reflecting whether firms have 'developed successfully a major new (or upgraded) product line or service over the last 3 years'. Around 39 per cent of locally-owned firms in the WBCs reported developing new products, slightly above the 37 per cent in the CIS countries (Table   1 ). More significant, however, was the difference in the level of more incremental product/service upgrading in the WBCs undertaken by a further 29 per cent of firms (CEEE 22 per cent, CIS 21 per cent). The extent of process innovation among firms in the WBCs was also marginally above that in the CIS countries (39 per cent of firms compared to 34 per cent) and significantly greater than that in the CEEE countries (28 per cent). In broad terms these comparisons suggest that the extent of new product/service and process innovation in the WBCs is broadly in line with the CIS countries (and above that in CEEE) with an emphasis on more incremental product/service change.
Data and methods

Our
In addition to these innovation indicators the BEEPS dataset also contains a rich set of other variables which give an indication of firms' internal resources and operating environment. Firm vintage, for example, may reflect the potential for the cumulative accumulation of knowledge capital by older establishments (Klette and Johansen 1998) . Firm size (employment), in-house R&D capability and skill levels also reflect aspects of absorptive capacity and would be expected to be positively related to firms' innovation outputs. The BEEPS data suggests that locally-owned firms in the WBCs were generally larger (average 108 employees) than those in either the CIS or CEEE countries with higher levels of intermediate (high school qualifications) but generally had lower levels of graduate employment (Table 1) . In terms of their effects on innovation outputs these factors suggest offsetting positive (firm size) and negative (skills) effects.
The BEEPS dataset also provides details of the ownership profile of each firm, its privatisation history and group membership, each of which may also impact on innovation outputs. Locally-owned firms in the WBCs were also more likely to be single proprietorships (53.1 per cent) than those in CIS or CEEE countries (Table 1) .
In terms of their privatisation history, firms in the WBCs were more likely to be a privatised firm than in the CIS but less likely to be a private start-up (Table 1) .
Other factors are included in our estimates of the innovation production function to reflect differences in firms' operating environments. To reflect potential differences in the availability of external knowledge resources -university or research institutes, skilled labour, specialist support services -for example, we identify whether firms are located in large city or capital or medium-sized city (Asheim and Isaksen 1996) .
Firms in the WBCs seem less concentrated in large cities or the capital than in the CIS but more strongly concentrated in urban locations than in the other CEEE countries (Table 1) . Firms in the WBCs also seem less likely to have received government support than those in the CEE countries (Table 1) . Finally, the BEEPS dataset also includes a number of subjective indicators of the general operating difficulties which firms perceive relating to finance, skills, regulation and corruption (Table 2) . Finance, customs and trade regulation and regulatory and judicial uncertainty were more commonly reported as important operating difficulties in the WBCs than in the sample as a whole and may be barriers to innovation (Roper et al. 2008 ).
Empirical results
Bivariate probit models of the innovation production function, reflecting the probability that locally-owned firms undertook either (new or upgrading) product or service innovation during the 2002 to 2005 period, are reported in Table 3. The table   includes three models, one each relating to locally-owned firms in the WBCs, the other CEEE countries excluding the WBCs, and the CIS countries. In each case, the estimated models included a series of dummy variables designed to capture industry differences. Statistically significant variables are highlighted. Of primary interest here are the contrasts between the determinants of innovation in the WBCs and the other groups of transition economies which might suggest a focus for innovation policy in the WBCs.
In terms of the impact of firm characteristics on the probability of innovating we see some key contracts between the WBCs and both the CEEE and CIS countries. Inhouse R&D, in particular, has no significant role in shaping the probability of innovation in the WBCs, while it increases the probability of innovating by 3.4 per cent in the CEEE countries and 5.9 per cent in CIS (Table 3) . A positive relationship between in-house R&D is also generally found in more developed economies (Harris and Trainor 1995; Love and Mansury 2007; Santarelli and Sterlacchini 1990; Simonen and McCann 2008) emphasising the uniqueness of this result for the WBCs.
Similarly, neither high-school level or graduate level skills play any significant part in shaping the probability of innovation in the WBCs. Again, this result contrasts strongly with evidence from other developed economies (Freel 2005; Leiponen 2005; Mutula and Van Brakel 2007) and also the other CEEE economies (Table 3) 8 .
Another striking difference between the determinants of innovation in the WBCs and the CEEE and CIS countries is that of the legal status of the firm. While limited company status has previously been linked to business growth (Storey 1994) it is also strongly and positively linked to the probability of innovating in both the CEEE and CIS countries, increasing the probability of innovating by 19-21 per cent (Table 3) .
No such impact is evident in the WBCs suggesting that the innovation advantagesand potentially also the growth advantages -of limited liability status are less evident in the WBCs than elsewhere. For example, a lack of availability of risk capital in the WBCs may mean that limited liability status is of less value to business owners than in situations where external finance is more easily available.
Two important commonalities are also evident in the determinants of innovation across the areas considered here. In common with CEEE and CIS countries, locallyowned firms in the WBCs which are exporting or which are part of a multi-plant group are significantly more likely to be innovating than other firms (Filatotchev et al. 2003; Jensen 2004) . Moreover, both effects are of similar size with exporting increasing the probability of product or service innovation by 7.9 per cent and being part of a multi-plant group increasing the probability of innovation by 9.8 per cent (Table 3) . Both suggest the importance of the inter-relationship between export activity and innovation (Bleaney and Wakelin 2002; Lachenmaier and Wobmann 2006; Roper and Love 2002; Wakelin 1998) as well as the potential importance of intra-firm sharing of knowledge or resources. These results provide support for the arguments made by Filatotchev (2003) suggesting that export market exposure is more important in shaping firms' innovation activity than external-ownership.
In summary, although we see commonalities between the firm-level determinants of innovation in the WBC and other CEEE and CIS economies -around exporting and organisational structure -it is perhaps the differences with are more striking. In particular, the lack of significance of the R&D and graduate skills variables in the innovation production function for the WBCs suggests the weakness of the internal technological capabilities and absorptive capacity of many locally-owned firms' (Filatotchev et al. 2003) . The lack of any firm age or size effect on the probability of innovating is also somewhat unexpected suggesting the weakness of organisational learning and lack of any cumulated advantage for innovation (Table 3) .
As the innovation systems literature suggests, however, firms' innovation outputs can also be strongly influenced by locational factors and their operating environment. In the innovation production functions we therefore include locational dummies to capture the potential innovation (agglomeration) advantages of more urbanised locations (Chai and Huang 2007) . For the WBCs in common with the other CEEE countries the results are disappointing with no evidence of any innovation advantage from either a large city or medium-sized city location (Table 3) . By contrast, being in a large city or capital in the CIS countries increases the probability of product or service innovation by around 7 per cent. Other potential environmental effects on the probability of innovating are reflected in a series of variables reflecting the difficulties firms perceive in their business environment (Table 2) . Perhaps most notable here is the negative impact of customs and trade regulations on innovation in the WBCs (-10 per cent) with no such effect in either the CEEE or CIS countries. Other operating difficulties are common across the regions with difficulties related to 'skills and education' having an unexpected positive effect on innovation in each of the three regions 9 . Finally, our analysis suggests that in the WBCs (as in the CIS countries) public support from national, regional or EU sources is having no effect on the probability of product or service innovation. This is a marked contrast with the other CEEE countries where regional and EU support are increasing the probability of innovation (by 13.1 and 17.1 per cent respectively).
Our comparisons suggest that there is little in the business environment in the WBCs which can compensate for the weaknesses in the internal innovation capabilities of locally-owned firms. Neither the potential innovation advantages of more urbanised areas which are evident in the CIS countries, or public supports evident in the CEEE countries are effective in the WBCs (Table 3) . Moreover, environmental factors seem to be undermining the potential innovation advantages of limited liability status as well as creating difficulties with customs and trade regulations.
Conclusions and Discussion
The proportion of firms reporting the introduction of new products or services in the WBCs is broadly in line with that in the CIS countries, and above that in the other CEEE economies. Our empirical analysis, however, suggests some unique features of innovative activity in the Western Balkans both in contrast to the CEEE and CIS countries considered here as well as more advanced economies. First, the weakness of firms' R&D and higher-level skills as drivers of innovation contrasts strongly with both the other CEEE and CIS countries and more developed economies. Second, we find no evidence of innovation benefits from urban locations in innovation in the Addressing either issue will require an acceptance that the development of national innovation capability is a valid area for policy intervention alongside more traditional concerns about macro-economic stability, public finance etc (Asheim et al. 2007) . This is something which Svarc (2006) argues may be particularly difficult in transition economies where there is a danger that 'innovation policy was perceived not only as irrelevant but also as a relic of state interventionism inherited from socialistic times' (p. 157). However, the experience of Europe's most successful innovating economies suggests the value of an active and focussed approach to innovation policy which addresses systemic failures in the innovation system (Woolthuis, Lankhuizen, and Gilsing 2005) , and potentially new institutional models focussed on innovation system development (Fargerberg and Srholec 2008) Public support for non-technological innovation is also likely to be important in the future development of the WBCs both in the service and manufacturing sectors (Czarnitzki and Spielkamp 2003; de Jong et al. 2003) . Internationally, policy has developed rapidly in this area in recent years although best practice remains less clear.
One potential policy model which might be considered by the WBCs to support the development of non-technical innovation capacity is the Finnish 'Serve' scheme.
Operated by the Tekes agency this aims to encourage the development of innovative service concepts and service business models in companies; strengthen and diversify service related innovation activities, especially in SMEs; improve productivity and quality of service activities in various industries; and boost academic research in the area of service development. It does this by providing grant support to innovating enterprises supporting a proportion of the cost of innovation projects.
Combining such targeted measures with more broadly based policies aimed at improving the environment for innovation will both be necessary if the WBCs are to maximise the potential economic benefits of innovation. Policy development for innovation will also be important, however, as the WBCs work to move their policy regimes closer to those operating within the EU, particularly as Europe steadily implements the 2008 Small Business Act with its emphasis on innovation capability in SMEs. Moving on from enterprise policy to innovation policy will therefore help to advance both economic and political agendas for the WBCs and also mark another phase in the transition from state socialism towards the free market. 
